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Construction Contractors Industry
Developments— 2000/01
Introduction to the Construction Industry
What is the best way to analyze and understand the construction
industry for audit planning purposes?

The purpose of this Audit Risk Alert is to help you develop a more
effective and efficient plan for auditing your construction contractor
clients. There are many ways to analyze the industry and describe its
recent trends. For this Audit Risk Alert, we have organized this
information in a way that facilitates the audit planning process.
This Audit Risk Alert describes trends and issues facing most con
tractors in many of the construction markets in the country. Na
tional trends and industry-wide benchmarks can help you identify
unusual financial statement relationships at the planning or final
review stages of an audit. Once they’ve been identified, you can
direct your audit attention to those areas to determine whether a
material misstatement exists or that you have gathered sufficient,
competent evidential matter to support your audit report.
However, broad national trends have their limitations. Keep in
mind that your clients will be affected much more by local eco
nomic, political, and industry conditions that exist in the specific
markets your clients serve. In planning your audits, you should
gain a good understanding of the conditions that exist specifically
in your client’s markets and not assume that the national trends
described in this Audit Risk Alert apply everywhere.
Kinds of Contractors

Not all contractors are alike. They have different capabilities; they
offer different kinds of services. Consequently, the economic and
audit risks associated with contractors vary. For example, in the past
year, the business risks and issues facing residential home builders
7

were much different from those encountered by contractors and sub
contractors that worked on commercial office buildings. For that rea
son, it is not particularly useful to discuss performance and economic
trends affecting the entire construction industry. To gain a more com
plete understanding of the industry, we have to consider the contrac
tor within the context of the market segment it serves. This Audit
Risk Alert describes conditions for the following kinds of contractors.
• Residential building. These contractors are engaged in the
construction of new single-family and multi-family residen
tial building. A number of contractors are involved strictly
in the remodeling and maintenance of residential buildings.
• Nonresidential building. These contractors specialize in the
construction of commercial buildings, such as offices, in
dustrial, retail, and lodging facilities.
• Heavy construction. These contractors are engaged in pro
jects that do not involve buildings, such as highways,
bridges, dams, railroads, and airports.
• Specialty trade. These contractors specialize in work such
as painting, electrical, roofing, plumbing, and other spe
cialty trades. Contractors in the specialty trades frequently
work as subcontractors on a wide variety of projects.
Funding Sources

To better understand the dynamics of the industry, it also is help
ful to consider the source of funding. Publiclyfunded construction
is financed by federal, state, and local governments and is driven
by the political and legislative processes. For example, the passage
of bond measures to fund school construction has resulted in in
creased construction activity on many areas during 2000.
Privately funded construction is financed by private owners, such
as real estate development companies, home builders, and various
business entities. The need for privately funded construction is
influenced by a wide variety of economic forces, including the
availability of capital, the status of the local and world economy,
the level of interest rates, and demographics.
8

Industry and Economic Developments
How did the construction industry perform in the past year? What
factors drove that performance? What other industry trends might
affect my clients?

Industry Overview

As it has for the past few years, the construction industry continued
to outperform the predictions of the experts. Going into the year,
many analysts predicted negligible if any growth for the industry, a
significant shift from the unprecedented growth of the 1990s. Yet,
as the year 2000 draws to a close, the industry as a whole has in
creased 5.2 percent over the previous year, well above the rate of in
flation, with most construction markets performing well.
For the past two years, this Audit Risk Alert has pointed to con
ditions that usually signal the beginning of a slowdown in the
construction industry. In the near future, these conditions may fi
nally begin to have the effect most analysts have predicted. Gen
eral economic conditions that could lead to a slowdown in
construction include the following.
• Increased interest rates. Interest rates rose significantly dur
ing the first half of 2000, before retreating slightly during
the latter half of the year. Rising interest rates have a dra
matic effect on the affordability of housing, and normally,
significant interest rate increases diminish the demand for
new homes after a brief lag period. In fact, residential con
struction activity, both in terms of dollars and units, fell
steadily during the first eight months of this year after
peaking in December 1999.
• Increased energy prices. At one point during the past year,
crude oil prices reached a high of $37 a barrel, an 85 per
cent increase over the low mark of $20 a barrel during the
same time period. Oil prices have a direct impact on many
construction materials, such as PVC pipe and asphalt, that
are derived from oil. Gas and diesel fuel increases also re
sult in higher transportation costs for contractors, who
9

must pay to have materials shipped to the construction
site. Contractors that operate heavy machinery also felt the
effect of higher gas prices. Natural gas prices also have been
increasing, which has an indirect (and somewhat longer
term) effect on prices of highly energy-intensive construc
tion materials, such as cement. Significant increases in
basic construction materials can eventually reduce the de
mand for construction activity.
• Slower growth in the U.S. economy. The growth in the con
struction industry has mirrored the general U.S. economic
expansion of the past decade. This is not surprising, be
cause prosperity and high levels of economic activity gen
erally lead to increases in new construction. As reported in
this year’s general A udit Risk Alert—2000/01, the U.S.
economy enjoyed only modest gains during the year, and
most economists predict rates of growth in the near future
to be nowhere near as high as those experienced during the
last nine years.
If and when these general economic conditions begin to have a
negative effect on the construction industry, no one is predicting
a collapse of the construction industry. The general consensus is
that industry supply and demand fundamentals are in balance,
which hopefully will lead to a soft landing once the current run of
nine consecutive years of expansion comes to a halt.
One of the most widely used measures of construction activity is
construction put in place, which is tracked monthly by the Bureau
of Statistics at the U.S. Department of Commerce. The following
table presents details of construction put in place for various mar
ket segments. Note that the amounts are in the billions of dollars
and represent seasonally adjusted annual rates. To add some per
spective, in January 1992, at the start of the current construction
boom, the total new construction put in place was $452 billion,
as compared with the estimated 2000 amount of $794 billion— a
gain of more than 75 percent during the period.
Help Desk—You can access current statistics of construction
put in place and other construction industry information at
www.census.gov.
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Tables of New Construction Put in Place (Billions of Dollars— Seasonally Adjusted
Annual Rate, in Current Dollars)

Private construction
Public construction
Total construction
Residential building
Nonresidential building
Office
Industrial
Retail and other commercial
Hotels and motels
Other nonresidential
Total nonresidential
Total private construction
Highways and streets
Infrastructure
Educational buildings
Other public buildings
Other public construction
Total public construction

August2000
$619.3
175.2
794.5
355.7

August 1999
$584.0
171.3
755.3
348.1

53.1
41.1
60.9
16.4
92.1
263.6
619.3
48.3
18.4
44.9
30.5
33.1
175.2

47.2
34.3
54.7
14.9
84.8
235.9
584.0
51.5
18.7
39.5
28.2
33.3
171.3

In addition to the general economic conditions described in the
preceding table, you should be aware of the following general
trends within the construction industry as a whole.
• Consolidation. Historically, the construction industry has
been characterized by a large number of small, independently
owned enterprises. However, for the past few years, the indus
try has been in the midst of significant consolidation, as large,
publicly traded construction companies have made numerous
acquisitions. In the past, much of the acquisition activity was
targeted to achieve certain economies of scale that come with
size. Currently, it appears that many of the acquisitions are
more strategic in nature, driven by a desire to enter specific ge
ographic areas or offer a broader range of services. Industry
observers also have noticed an increase in the number of for
eign entities seeking to acquire U.S. construction companies.
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• Labor shortages. Like nearly every business these days, con
struction contractors are experiencing chronic labor short
ages in nearly every aspect of the business. This tight labor
market primarily is caused by historically low unemploy
ment in the economy as a whole combined with continued
expansion and record levels in the volume of construction
business. Do not expect the situation to remedy itself any
time soon. Over the coming decades, demographic trends
indicate significant decreases in the number of people in
their primary working years, and economists predict that
employers in most industries will be faced with ongoing is
sues related to employee hiring and retention.
• Overextended subcontractors. After nearly a decade of con
tinuous growth, contractors in many parts of the country
are stretched beyond their capacity. It is not uncommon
for contractors to commit to perform work that strains
their available resources and affects their ability to meet
deadlines. In this environment, general contractors may
find completion dates slipping as they encounter more
than the normal difficulties in scheduling the work of their
subcontractors.
Private Construction
What have been the trends in privately financed construction projects?

Residential Building

The residential building segment of the construction industry in
cludes new single- and multi-family housing as well as spending
for residential repairs and improvements. Conditions with the
most impact on the demand for residential construction include
the following.
• Housing affordability. Housing affordability is the extent
to which potential home buyers have the means to pur
chase a home. It can be measured in several ways by con
sidering average home prices and income levels. For
example, some analysts create an “affordability index” by
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comparing median home prices to household income lev
els. As income levels get closer to housing prices, the aver
age home becomes affordable to more local residents.
• Interest rates. Most homes are financed, and so interest
rates have a tremendous impact on the affordability of
housing. As interest rates rise, the cost of financing a home
increases. However, interest rate changes do not have an
immediate impact on home buying markets— usually,
rates have to be in effect for several quarters to reverse
home buying trends.
• Demographics. Shifts in demographics can have a signifi
cant impact on housing demand. For example, the aging of
the U.S. population has increased the demand for lowmaintenance multi-family housing. A large number of
baby boomers are now entering their peak earning years,
which is expected to affect the affordability and demand
for single-family homes.
• Market velocity. According to industry sources, more than
half of all home improvements occur within eighteen
months after a new owner moves in, or within twelve
months before a home is sold. Thus, during times when
new and used home markets are active, residential remod
eling and improvement activity also increases.
As reported in last year’s Audit Risk Alert, interest rates and the
cost of materials used in home construction, such as sheetrock,
began to rise during the latter part of 1999. Both of these trends
continued in the first half of 2000, and eventually, this resulted in
a cooling off of most residential construction.
For the first nine months of 2000, the number of housing starts
were approximately 3 percent less than those during the first nine
months of 1999. The number of building permits also declined
during 2000. In general, the construction of apartment buildings
experienced the greatest downturn, but most single-family con
struction markets also reported slowdowns.
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Many analysts interpret the decrease in residential construction as a
market correction, rather than the start of a recessionary cycle. The
consensus seems to be that the torrid pace of homebuilding experi
enced during 1998 and 1999 simply was unsustainable, both from
an economic and demographic perspective. It is anticipated that
the residential building activity levels achieved during 2000 will es
tablish a plateau that can be sustained for the coming years.
However, local conditions can have an immediate and significant
impact on residential construction activity. Corporate downsizing
or a merger that results in the relocation of a significant number of
employees can affect the demand for housing in an area that relies
heavily on one employer. Local politics can also have a major ef
fect. In response to the unprecedented growth and resulting urban
sprawl of the past few years, citizens in some areas of the country
were asked this past November to vote on slow-growth initiatives
restricting homebuilding activities in their local municipalities.
Nonresidential Building

The commercial real estate market, much like the construction
industry and the overall U.S. economy, is at the end of a long,
prosperous run. After experiencing a depression in the early
1990s, the real estate markets for most geographic areas and
products have recovered and performed well. At the present time,
supply and demand fundamentals in most markets seem to be in
equilibrium, and most analysts expect this condition to continue
in the near future.
However, as we pointed out in last year’s Audit Risk Alert, the
construction of nonresidential construction projects is a function
not only of the supply and demand for real estate, but also of the
availability of capital. Increasingly, the status of the global capital
markets drives construction activity in the commercial real estate
markets. Currently, these capital markets are stable, but many real
estate analysts predict that any significant shift in the status of
nonresidential construction activity is more likely to result from a
disruption in the capital markets than from changes in the supply
and demand for space.
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The following important trends in the commercial real estate in
dustry are particularly relevant for contractors.
• Demographic shifts. For years now, we have watched the
baby boomers age. The first of this generation is now be
ginning to retire and enter into their “active leisure” years.
Meanwhile, the number of people in their primary work
ing years (ages 25 to 44) continues to decline. Real estate
analysts predict that these trends will have the following
impact on the demand for real estate.
First, the aging baby boomers will increase the demand for
properties that are tailored to meet their needs. These prop
erties are not limited to elder care facilities or golf courses in
the Sunbelt. Because they are a group interested in active
leisure pursuits, the demand for a wide variety of projects
such as resorts, entertainment, and recreational venues also
is expected to grow. Additionally, it is expected that the
aging baby boomers will begin to have an effect on the retail
industry and the related demand for retail space.
Second, most economists are predicting that the shrinking
size of the work force will result in most businesses facing
the kind of labor shortages that have plagued the construc
tion industry for the past few years. Companies will have
to address employee satisfaction and retention issues,
which may affect the demand for commercial real estate.
For example, the increased use of telecommuting may ulti
mately affect the demand for office space.
• Electronic commerce. For the past few years, as the popularity
of online shopping has grown, some business observers have
predicted the slow demise of the traditional “brick and mortar”
retail outlet. In fact, that does not appear to be happening. Al
though online retailing, also known as electronic retailing or etailing, has grown significantly, the evidence now suggests that
shopping over the Internet may actually increase traffic at the
mall. Most analysts assumed that online shopping was done at
the expense of the traditional retailing, but it appears that the
retail market “pie” is actually getting larger.
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One area in which electronic commerce (e-commerce) has
affected demand is in the industrial sector of the real es
tate market. Previously, many online retailers were set up
to be “virtual companies” that essentially processed sales
orders. Now, many of these companies are holding inven
tory and taking control of the distribution process. Large
online retailers such as Amazon.com need large amounts
of warehouse space to store their ever-increasing invento
ries, and this need is beginning to be felt in the industrial
construction market.
During 2000, all nonresidential construction market segments
enjoyed substantial growth. The following discussion describes
trends in each of these segments.
Office Buildings

The demand for office space is driven by the overall state of the
U.S. economy, especially in industries such as financial institu
tions, which require a great deal of office space. During 2000,
construction spending on commercial office properties was 12
percent higher than the year before, according to the estimates
summarized in the previous table. This increase exceeded ana
lysts’ expectations and indicates that the demand for office space
has not yet abated. Most real estate prognosticators predict con
tinued demand for office space in the foreseeable future— in fact,
some are concerned about possible overbuilding in this sector.
One noteworthy trend in this sector is the increasing importance
of electrical and telecommunications infrastructure in the design
of commercial office buildings. Tenants now demand quick In
ternet access, reliable power sources, and an increasing number of
power receptacles. The design of electrical systems also affects the
size of the heating, ventilation, and air-conditioning systems.
New office buildings are being designed to meet these needs. Ad
ditionally, many contractors have discovered a growing demand
for retrofitting older buildings so that owners can retain existing
tenants and attract new ones.
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Industrial Buildings

As we reported in last year's Audit Risk Alert, the construction of
industrial buildings was hit hard by the international financial cri
sis in 1998. For over a year, this market segment was in recession—
last year we reported declines of 30 percent. In 2000, the indus
trial market responded spectacularly, with growth exceeding 20
percent. This performance far exceeded expectation. Most ana
lysts point to the recovery of the semiconductor industry as being
the primary reason for the surge in demand for industrial space.
Demand in the petroleum refining, basic chemicals, and auto as
sembly industries also resulted in increased industrial construc
tion activity.
Retail and Other Commercial Buildings

Last year in this Audit Risk Alert, we reported that the retail in
dustry was beginning to show signs of recovery after years of un
derperforming. In 2000, many more “brick-and-mortar” retailers
were profitable, and the demand for retail space began to in
crease. During 2000, construction spending on retail and other
commercial buildings increased 10 percent. However, most ana
lysts are unwilling to predict whether this increase in construc
tion activity is the beginning of a new business cycle or a
temporary aberration.
Other Nonresidential Trends

The deregulation of the electric utility industry has sparked a
surge in such construction activity as the building of power plants
and electric transmission lines. There has been a frenzy of activity
in this area. For example, the electric utility industry reports that
new generation capacity for 1999 was less than 5,000 megawatts.
In 2000, it is estimated that over 25,000 megawatts of capacity
will be added. For 2001, some have predicted new capacity will
approach 40,000 megawatts. Contractors who work in this mar
ket niche should do well over the next few years.
Help Desk—The demand for publicly financed construction
can vary among different geographic markets. One of the most
comprehensive analyses of commercial real estate demands and
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construction activity is published by the Society of Industrial
and Office Realtors (SIOR). Annually, SIOR publishes Com
parative Statistics of Industrial and Office Real Estate Markets,
which provides detailed real estate and construction statistics
on all of the country’s larger cities. You can purchase and
download this publication directly from the publications sec
tion of the SIOR Web site at www.sior.com.
Public Construction
What have been the trends in publicly financed construction projects?

For the first nine months of 2000, publicly funded construction
was up less than 3 percent over the previous year. This rate of
growth was much lower than many analysts predicted, and the
reasons for this underperformance are not clear. Certainly the de
mand and, more importantly, the funding for publicly financed
construction projects exists. The following are examples.
• After years of a healthy economy, many state and local gov
ernments now have the financial resources to devote to
long-neglected projects, such as water treatment facilities,
governmental buildings, and water and sewer systems.
• In June 1998, Congress enacted the Transportation Act for
the 21st Century (TEA-21). This legislation authorized
$218 billion of spending for surface transportation pro
jects from 1998 to 2003, which marks a significant in
crease over the funding allocated to these projects during
the immediately preceding five-year period. Most of the
TEA-21 spending is earmarked for the construction and
maintenance of major highways, though it authorizes in
creases for some mass transit projects. To date, TEA-21 has
had a modest impact— during 1999, heavy highway
construction put in place increased a solid though unspec
tacular 6 percent. Nevertheless, going forward, most con
struction industry analysts expect highway contractors’
gross contract activity to increase greatly.
• An increase in the number of school-age children together
with an expansion of the population into previously
18

underpopulated areas has increased the demand for new
schools and renovation to existing educational facilities.
Recognizing this need, voters in many local school dis
tricts have approved funding these construction projects.
In spite of these positive trends, spending on publicly financed
construction projects has not increased to the levels expected.
Possible explanations include the following.
• Increased competition. It is no secret that funding for pub
lic construction has increased, and this opportunity has
brought new players to the market. Increased competition
for some projects has helped contain costs.
• Lack o f personnel. The tight labor market has affected both
the government agencies and the contractors who perform
the work. In a number of instances, local governments may
not have the resources to award or oversee the project. In
other cases, contractors may not bid the work because they
lack the resources to take on the project.
• Shortage o f materials. A number of heavy construction
contractors, such as those involved in building highways,
dams, or bridges, have reported a shortage of key materials
such as steel. A slowdown in the delivery of materials in
evitably slows construction activity, irrespective of the
funding that may already be in place.
Even though the public construction sector underperformed dur
ing most of 2000, most analysts remain convinced that the un
derlying market fundamentals cannot help but lead to a stronger
performance in the future.
Surety Industry Trends
What have been the trends in the surety industry?

The surety industry is critical to the well-being of the construc
tion industry. Nearly half of all work performed by contractors is
bonded, and so any change in the surety market will have a sig
nificant effect on the construction industry.
19

The last ten years has brought record profits for the surety indus
try. In 1999 alone, the industry generated 3.3billion in direct pre
miums. In the last several years, because of record profits, many
companies have entered the market and bonding capacity has
never been greater. Another phenomenon of the last ten years has
been the expanding availability of reinsurance options. Both of
these trends made surety credit relatively easy to obtain.
However, in the year 2000 a number of trends have emerged that
may signal that the surety market is changing and that tighter
surety credit may be a possibility. Some of these trends are:
• Greater losses in 2000. Many surety industry analysts have
expressed concern about a growing number of surety com
pany losses.
• The consolidation o f some o f the major providers. There is a
strong likelihood that there will be fewer players with
larger market shares in the near future. This trend has the
potential of significantly affecting availability and price of
surety credit.
Construction Cost Trends
What are the current trends in the cost of construction materials and labor?

Materials

The construction industry typically has been resistant to price
hikes caused by temporary anomalies in supply and demand.
Also, in the past, the inflation of construction materials costs was
widespread and developed rather slowly, giving contractors plenty
of time to adjust. However, recent evidence seems to suggest that
these two characteristics of the cost structures of contractors are
beginning to change.
Many analysts reported significant volatility in the price of con
struction materials during 2000. Price swings now seem to be tar
geted to specific materials and can appear suddenly and
dramatically. Variations in the price and availability of materials
20

are not uniform across all kinds of building projects. Cost trends
for building materials include the following.
• Housing materials. As described earlier in this Audit Risk
Alert, increases in interest rates and other factors resulted
in a slowdown in housing construction. The resulting re
duction in the demand for housing materials coincided
with increases in capacity that had been planned for some
time. As a result, the cost of key housing materials, such as
lumber, insulation, bricks, and gypsum wallboard, de
clined significantly from the previous year. This is in stark
contrast to the conditions that existed during much of
1999, when these materials were in short supply and prices
were continuously escalating.
• Concrete. During the past two years, the cement industry
has significantly increased its production capacity. The de
mand for cement continues to grow, but it appears that the
increased capacity has exceeded this growth in demand.
During 2000, cement prices were relatively stable, and it
appears that concrete suppliers are holding prices steady to
retain market share.
• Petroleum-based materials. Petroleum-based materials in
clude paving asphalt, PVC pipe, and some roofing materi
als. As described earlier in this Audit Risk Alert, the high
crude oil prices that characterized much of the year re
sulted in significant increases in building materials derived
from oil.
• Steel and aluminum. For most of the past two years, steel
prices fell, as foreign steel makers were able to compete in
U.S. markets successfully by lowering their prices. That
trend has now been reversed, and during 2000, most mar
kets were reporting increases of anywhere from 5 percent
to 10 percent for steel components, such as wide flanges
and channel beams. The markets for aluminum and stain
less steel sheets have reported similar activity. After drop
ping for much of the last two years, most indexes have
reported double-digit price hikes for these two materials.
21

Labor

Last year in this Audit Risk Alert, we reported that labor costs re
mained relatively stable. That is no longer the case. During
2000, the chronic labor shortages together with continued high
levels of construction activity finally resulted in significant labor
cost increases.
To attract top talent, many contractors are reporting increases in
starting salaries that range from 9 percent to 12 percent over last
year. Many contractors also recruit employees of their competi
tors. Human resource directors and executive search firms state
that it is not unusual for a competitor to offer a 20 percent to 25
percent increase in salary as an incentive for employees to change
firms. The existing employer must then either match that in
crease or lose a valuable employee.
Under these conditions, most markets experienced significant in
creases in labor costs when compared with previous years. Base
salary increases are just one component. Increasingly, contractors
are turning to bonus plans as a way to motivate performance and
retain employees. Not only are employers offering bonuses to
more employees, but the bonuses themselves are becoming larger.
In a number of cases, the bonuses may be tied to operational per
formance, such as job completion, but it is not unusual for
bonuses to be linked to achieving financial milestones, such as
profitability.
Help Desk—The Engineering News-Record publishes detailed
quarterly cost studies. These cost studies track average prices for
a wide variety of materials and labor classifications in major
cities all across the country. Summaries of the studies can be
downloaded from the magazines Web site at www.enr.com.
Many other cost studies exist and may be available on-line. See
appendix B, “Listing of Construction Cost Indexes,” in this
Audit Risk Alert for a list of possible sources.
Costs trends must be considered in the estimates developed by
construction contractors. See the “Auditing Estimated Costs to
Complete” section of this Audit Risk Alert for a discussion of
audit considerations relating to estimates.
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Executive Summary— Industry and Economic Developments

• The construction industry just completed its unprecedented ninth
year of expansion, in spite of expert predictions to the contrary. Nev
ertheless, the rate of growth seems to be slowing, and many other
fundamental economic conditions point to a leveling off or even
slight retraction of the industry in the coming months for many
kinds of projects in certain areas.
• Construction activity for most privately financed construction pro
jects experienced solid growth. The major exception to this was in
the residential housing market, in which the construction of new
single- and multi-family residences declined steadily throughout the
year. Most analysts believe this drop in activity is a correction that
has established a new plateau, rather than the start of a recessionary
business cycle.
• Publicly financed construction projects experienced modest growth
during the year but in general performed below analysts’ predictions.
To date, the increased funding for highway construction projects
made available through the passage of TEA-21 has not resulted in
the anticipated increase in value of construction put in place. Indus
try experts remain optimistic that public sector construction will ex
perience steady growth in the years to come.
• Like many segments of the economy, the construction industry is
plagued by chronic labor shortages at all levels. For the first time,
during 2000, most markets experienced significant increases in labor
costs, as contractors competed fiercely to attract and retain employ
ees. The use of bonus plans is becoming widespread.
• In the past, the price of most construction was easier to predict.
Price swings developed slowly and tended to cover a broad range of
materials. For the past two years, price swings have been more sud
den and focused on specific materials and markets.
Audit Issues and Developments
Assessing Audit Risk in the Current Environment
How do recent industry trends affect audit risk?

As described more fully in the section of this Audit Risk Alert ti
tled “Auditing and Accounting for Contract-Related Balances,”
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the audit of a construction contractor is most effective if you
focus on the performance of individual contracts. For financial
accounting purposes, contract performance typically is captured
by the percentage-of-completion method of revenue recognition.
Thus, you normally would orient your audit to address key ele
ments of revenue recognition, including the entity’s ability to
capture costs, its policies for recognizing change orders, and most
importantly, its processes for estimating the costs to complete
projects that were still in process at the balance-sheet date.
In assessing how recent trends in the construction industry affect
your clients, you should consider the impact of those trends on
the clients ability to complete the project under the terms speci
fied in the contract. If your client performs projects that take
more than one accounting period to complete, you also should
consider how industry conditions may affect the client's ability to
make reasonable estimates of the costs to complete its projects.
Job Performance
It is difficult for contractors to be profitable when projects are not
completed on time. A number of contracts may even require the
contractor to pay penalties if the job is not completed by a speci
fied date. Jobs that are significantly behind their established
timetable may require additional audit attention and procedures
to determine that the original estimates of gross profit have not
deteriorated (called profit fade) and that the job has not incurred
a loss (which should be recognized immediately).
The tight labor market and the difficulty in scheduling subcon
tractors may result in your clients failing to complete jobs accord
ing to their preestablished timetables. For example, a key
operational employee may leave the company before the job is
completed, and finding a competent replacement may require
some time. A number of contractors may also be forced to use less
experienced personnel in certain positions, including manage
ment, and this lack of experience can result in the job taking
longer to complete than originally anticipated.
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A disruption in the supply of key materials can also affect the
ability of the contractor to complete the project on time. During
2000, most construction materials were in adequate supply.
However, the events of the past two years have shown that an un
expected or continuing surge in the demand for materials can
quickly outpace supply and create shortages and delays. Addi
tionally, the lead time required for specially fabricated items may
affect the contractors ability to deliver the project on time.
In reviewing your client’s contracts, be alert to problems caused
by employee turnover or a lack of adequate staffing. If your client
recently has lost a key employee or seems to lack enough person
nel to complete the projects it has committed to, you should con
sider making inquiries of management to determine how they
have factored these circumstances into their estimation process.
You also should perform procedures to identify price hikes in
your client’s vital materials. Determine whether these price hikes
are the result of inadequate supply. If so, assess your client’s vul
nerability to delays caused by the inability to obtain these materi
als on a regular and timely basis. Make inquiries to discover what
steps the client has taken to mitigate these risks.
Estimating Costs to Complete

A contractor’s ability to estimate job costs is critical both from an
operational and a financial reporting standpoint. Contractors
that cannot accurately estimate job costs will be unable to man
age their working capital and maintain consistent levels of prof
itability over an extended period of time. For most contractors,
the estimate of costs to complete a project drive revenue recogni
tion. For that reason, inaccurate or unsupported estimates of
costs to complete jobs in progress can result in materially mis
stated financial statements.
Many contractors now operate in an environment in which the
price of key materials can fluctuate significantly in a short pe
riod of time. After years of relative stability, labor costs are now
increasing— in a number of instances, dramatically. For contracts
in progress at the balance-sheet date, you should consider whether
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cost estimates adequately consider the possibility of future price
increases in both materials and labor. See the section entitled “Au
diting Estimated Costs to Complete” that appears later in this
Audit Risk Alert.
Other Potential Audit Risks in the Current Environment

• Accounting systems and controls. Companies that expand
quickly frequently outgrow the capabilities of their ac
counting systems and controls. Contractors with a large
backlog and demand for their work tend to focus primarily
on completing existing projects and bidding on new ones.
Little thought may be given to whether the accounting sys
tem and related controls are capable of handling the new
volume of business. In the current environment, this prob
lem is exacerbated by either or both the lack of sufficient
staffing and the high turnover rate of employees. Employ
ees in key control positions may lack the necessary training
or experience to effectively perform control functions.
The proper application of percentage-of-completion ac
counting requires the contractor to make dependable esti
mates and properly accumulate costs on a contract-bycontract basis. A dependable accounting and control sys
tem is the foundation of the contractor’s estimating and
cost accumulation process. You should not underestimate
the importance of accounting systems and controls in the
operation of their client’s business. After nine years of fre
netic growth, many contractors may be relying on systems
that were never designed to handle their current volume
of business.
Help Desk—Refer to Statement on Auditing Standards
(SAS) No. 55, Consideration o f Internal Control in a
Financial Statement Audit, as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement
Audit: An Amendment to Statement on Auditing Standards
No. 55 (AICPA, Professional Standards, vol. 1, AU sec.
622), for details on your professional responsibilities re
garding internal control. In addition, the AICPA Audit
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Guide Consideration of Internal Control in a Financial
Statement Audit (Product No. 012451kk) provides valu
able implementation guidance.
• Vulnerability to fraud. In general, entities are susceptible to
two kinds of fraud: employee theft and fraudulent finan
cial reporting. Companies are vulnerable to fraud when the
operating characteristics of the business provide the oppor
tunity and motivation for owners or employees to commit
a fraudulent act. Ineffective internal controls, as discussed
previously, provide an opportunity for management or em
ployees to commit fraud.
The company’s hiring policies also can affect its vulnera
bility to fraud. In today’s tight labor market, manage
ment may not have the time to thoroughly investigate
and interview potential employees, which increases the
risk of fraud.
Finally, compensation plans that are tied to profitability
or other financial goals may provide a motivation for em
ployees to commit acts that fraudulently misstate finan
cial results. For example, shifting costs out of one
contract and into another may allow that contract to
reach the profitability threshold necessary to award
bonuses. For additional comments on risks of fraud, see
the section titled “Client Fraud” that appears later in this
Audit Risk Alert.
• Surety issues. As described earlier in this Alert, the year
2000 marked some significant changes in the surety indus
try that reversed trends of the last ten years. Because of
these changes, it is likely that underwriting requirements
and bond rates will change. When planning your audits
you should take into account the availability of surety
credit and the criteria being used by surety providers to de
termine the size of the bonding line. Planning activities for
2001 should include inquiry of clients and bonding agents
that include questions concerning the anticipated results
upon which bonding decisions are pending. Additionally,
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in going-concern considerations, you should review the
likelihood of continued bonding credit.
• Labor shortages. Earlier in this Alert we highlighted the ef
fect that labor shortages may have on job performance.
The tight labor market has other consequences for con
tractors, including the following:
- If labor-to-labor is used in the percentage of completion
calculation, the percent complete as well as profit may
be overstated, unless the estimates to complete have
been revised for the anticipated overrun in total labor
hours or labor dollars.
- Labor-intensive contracts or tight margin contracts may
be in loss positions that should be recognized immedi
ately. Additionally, the labor estimates need to be exam
ined more closely if contractors are now self-performing
significantly more work than historically performed.
- Newer contractors (especially union contractors) may
go bankrupt from this risk associated with labor short
ages. These are the companies with a disproportionate
amount of new or inexperienced workers. More experi
enced or established contractors can function with their
experienced group of workers, but the smaller, newer
contractors may not have this option.
- General contractors that are using small, new or inexpe
rienced subcontractors may get stuck covering unpaid
payroll or material costs on contracts where troubled
subcontractors fail. If the general does not have the sub
contractor bonded or have a control system in place to
properly monitor its subcontractors, they may even get
to complete or have to subcontract to a new subcon
tractor, the subs unfinished work. The procedures of
general contractors for bonding, managing, selecting,
and monitoring subcontractors need to be looked at
more closely.
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Areas of Increased Scrutiny by Standards-Setting Bodies
What major audit issues addressed by standards-setting bodies are
likely to affect audits of construction contractors?

During the past year, standards-setting bodies and others charged
with protecting the public interest have directed their scrutiny to
ward several important areas that will affect many construction
contractors.
Revenue Recognition

In December 1999, the Securities and Exchange Commission
(SEC) released Staff Accounting Bulletin (SAB) No. 101, Rev
enue Recognition in Financial Statements. SABs are not rules or in
terpretations of the SEC. They represent interpretations and
practices followed by the staff of the Office of the Chief Accoun
tant and the Division of Corporate Finance in administering the
disclosure requirements of the federal securities laws. Financial
statement preparers and auditors of public construction compa
nies are most directly affected by SABs. However, auditors of
nonpublic companies may find the information contained in the
SAB No. 101 useful. The release of SAB No. 101 sends an im
portant message to financial statement preparers and their audi
tors that revenue recognition matters will continue to draw the
scrutiny of regulators. In October 2000, the SEC staff provided
answers to frequently asked questions about the implementation of
SAB No. 101. This guidance can be found on the SEC Web site.
SOP 81 -1, Accountingfor Performance o f Construction- Type and Cer
tain Production-Type Contracts, provides guidance on revenue recog
nition for construction contractors. SOP 81-1 requires a contractor
to use the percentage-of-completion method for recognizing rev
enue whenever it can produce reasonably dependable estimates.
There is a rebuttable presumption that the contractor will meet this
criterion for use of the percentage-of-completion method.
The completed-contract method should be used only in in
stances in which reasonable, dependable estimates of construc
tion costs cannot be made. The completed-contract method may
also be used if there are no material differences between it and
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the percentage-of-completion method. This may occur when a
contractor performs primarily short-term contracts, for example,
a small plumbing contractor whose projects are completed in
such a short time span that the work is somewhat analogous to
the manufacture of shelf production items for sale.
The revenue recognition method should be disclosed in the fi
nancial statements. If the percentage-of-completion method is
used, the financial statements should disclose the method of
computing percentage of completion (for example, cost-to-cost).
If the completed-contract method is used, the reason for selecting
that method should be indicated.
SOP 81-1 allows unapproved change orders and claims made by the
contractor against the owner to be included in contract revenues to
the extent contract costs relating to the change order or the claim
has been incurred and if all of the following conditions exist:
1. The contract provides a legal basis for the change
order/claim, or a legal opinion has been obtained stating
that under the circumstances, there is a reasonable basis to
support the change order or the claim.
2. Additional costs are caused by circumstances that were un
foreseen at the contract date and are not the result of defi
ciencies in the contractor’s performance.
3. Costs associated with the claim are identifiable or other
wise determinable and are reasonable in view of the work
performed.
If some, but not all of these conditions are met, the claim is a
contingent gain, and Financial Accounting Standards Board State
ment of Financial Accounting Standards No. 5, paragraph 17,
prohibits recording those gains before realization.
If all of the preceding conditions are met, SOP 81-1 limits
revenue recognition to costs recognized under the particular con
tract accounting method (percentage-of-completion or com
pleted contract).
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In the event management decides to recognize revenue (and the
corresponding billed or unbilled receivable), the following disclo
sures need to be made:
• The total receivable
• A description of the nature and status of the principal
items comprising the amount
• The portion, if any, expected to be collected after one year
• Revenues from claims recognized
• Total costs recognized in relation to the billed or unbilled
amounts
• The basis on which the items are recorded (e.g., cost or re
alizable amount)
The issuance of SAB No. 101 did not affect the guidance for rev
enue recognition contained in SOP 81-1.
Help Desk—Recently, the AICPA published A CPA’s Guide to
Accounting, Auditing, and Tax for Construction Contractors.
This book provides a comprehensive overview of all aspects of
a contractor’s business, with a special emphasis on the account
ing requirements for revenue recognition.
Auditor Independence

Auditor independence continues to draw the attention of those
responsible for oversight of the profession. The second general
standard (AICPA, Professional Standards, vol. 1, AU sec. 150.02)
of generally accepted auditing standards (GAAS) requires that in
all matters relating to the audit engagement, the auditor is to
maintain an independent mental attitude. SAS No. 1, Codifica
tion o f Auditing Standards and Procedures (AICPA, Professional
Standards, vol. 1, AU section 220.03) provides that, “To be inde
pendent, the auditor must be intellectually honest; to be recog
nized as independent, he must be free from any obligation to or
interest in the client, its management, or its owners.”
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This description of independence raises the following issues,
which are addressed in a number of detailed and at times compli
cated rules, Interpretations, and rulings.
Who must be independent. Individuals who meet the definition
of a member must be independent. There are several specific rules
that define member, and you should be aware of the following.
• The definition of member varies, depending on one’s level
(for example, partner, manager, or staff professional)
within the firm. Staff members are required to be indepen
dent only of the clients they serve. Managers must be inde
pendent of all audit clients in the office in which they are
located. Partners must be independent of all audit clients
of the entire firm. The definition of a member does not
vary depending on functional classification. For example,
the independence rules relating to a consulting partner are
the same as those for an audit partner.
• Certain family members meet the definition of a member.
If you are a member under the independence rules, then
your immediate family members also are considered mem
bers. Immediate family members are defined as your
spouse or spousal equivalent and any dependents.
From whom independence is required. You are required to be in
dependent of all restricted entities. Restricted entities include all
clients for whom your firm provides services requiring indepen
dence. Audits require independence and so do reviews and all en
gagements performed under the attestation standards, such as
agreed-upon procedures. The definition of restricted entity also in
cludes certain related entities of the firm’s client, even if the related
entity is not a client. For example, if your firm audits XYZ, then a
member must be independent of XYZ and all its subsidiaries.
Situations that are presumed to impair independence. The inde
pendence rules contain a myriad of rulings on matters that are
presumed to impair a member’s independence. In general, these
rulings focus on the following kinds of matters.
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• Financial interests. Financial interests include investments
in another company, for example, stock ownership. A
member is prohibited from owning or being committed to
own any direct or material indirect interest in a restricted
entity. A loan from a client or any of its officers, directors,
or senior management members is another kind of finan
cial interest. If your firm audits any financial institutions,
you should become familiar with the rules regarding loans
from restricted entities.
• Business relationships. You are prohibited from having any
joint, closely held business interests with a restricted entity
or its officers, directors, or senior management members.
• Nonaudit services. The performance of nonaudit services
for a restricted entity may impair you or your firm’s inde
pendence, as described in Interpretation No. 101-3, “Per
formance of Other Services,” of ET section 101,
Independence (AICPA, Professional Standards, vol. 2, ET sec.
101.05). That Interpretation prohibits you from acting in
the capacity of management when performing nonaudit
services for an audit client. For example, you may partici
pate in a negotiation as an adviser to an audit client, but
you may not actually commit the entity to a transaction.
Interpretation No. 101-3 also requires you to establish an un
derstanding with your client (preferably in writing) regarding
the nature of the nonaudit services you will perform and
management's responsibilities with regard to those services.
The Interpretation includes numerous examples of the
kinds of services that are presumed to impair auditor inde
pendence and those that will not impair independence.
These examples are broken into the following categories.
- Bookkeeping
- Corporate finance advisory services
- Technology consulting services
- Investment advisory or management services
- Payroll and other disbursements
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— Benefit plan administration
— Appraisal, either valuation or actuarial
— Executive or employee search
— Business risk consulting
It is not unusual for auditors to provide nonaudit services to their
construction contractor clients, especially those that are small
business entities. Before performing any nonaudit services for an
audit client, you should review the independence rules, particu
larly Interpretation No. 101-3 to be sure that the services you
wish to perform will not impair your independence.
Help Desk—A copy of Interpretation No. 101-3 can be found
in the May 1999 issue of the Journal of Accountancy or down
loaded directly from the AICPA Web site at www.aicpa.org.
The AICPA recently released an interactive CD-ROM selfstudy course entitled Independence. This course gives you an
in-depth understanding of the AICPA, SEC, and Indepen
dence Standards Board (ISB) rules relating to independence
and provides you with an opportunity to earn six hours of con
tinuing professional education (CPE) credit.
Assessing independence can be a complex and time-consuming
undertaking. The AICPA can offer assistance. Call (888) 7777077 to speak to a member of our Professional Ethics team
with your questions relating to AICPA independence stan
dards. You may also submit your question in an e-mail to:
ethics@aicpa.org.
Public-Company Independence Initiatives

Auditors of public companies will have to comply with the inde
pendence standards issued by the SEC and the ISB, in addition to
those of the AICPA. Conceptually, the SEC and ISB rules relating
to independence are similar to the AICPA rules, but they do differ
in certain specific ways, usually by being more restrictive.
In June 2000, the SEC issued a rule proposal that would signifi
cantly change its existing independence rules. Underlying the
proposed new rule are four basic principles by which the SEC
measures auditor independence. These principles are rooted in
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the bedrock philosophy that auditors must be independent in
fact and in appearance. These principles provide that an auditor
is not independent under any of the following circumstances in
which the auditor—
• Has a mutual or conflicting interest with the audit client.
• Audits his or her own work.
• Functions as management or an employee of the audit client.
• Acts as an advocate for the audit client.
The following is a brief overview of the major areas addressed by
the SEC’s proposal.
• Financial relationships—The proposal would significantly
narrow the circle of people whose investments trigger inde
pendence concerns to principally those who work on the
audit or can influence the audit.
• Employment relationships—The proposal would greatly re
duce the pool of people within an audit firm whose fami
lies would be affected by the employment restrictions
necessary to maintain independence.
• Business relationships— Consistent with existing rules, inde
pendence will be impaired if the auditor or any covered per
son has a direct or material indirect business relationship with
the audit client, other than providing professional services or
acting as a consumer in the ordinary course of business.
• Nonaudit services—The proposal identifies certain nonau
dit services that the SEC suggests are inconsistent with in
dependence. They include bookkeeping or other services
related to the audit client’s accounting records or financial
statements; financial information systems design and im
plementation; appraisal or valuation services; fairness
opinions; or contributions-in-kind reports where there is a
reasonable likelihood that the auditor will audit the results;
internal audit outsourcing; management functions; human
resources, broker-dealer, investment adviser, or investment
banking services; legal services; and expert services.
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• Contingent fee arrangements—The proposal reiterates that
an auditor cannot provide any service to an audit client
that involves a contingent fee.
• Quality controls—The proposal provides a limited excep
tion from independence violations to the firm if the indi
vidual did not know, and was reasonable in not knowing
the circumstances giving rise to his or her violation, the vi
olation was corrected promptly once the violation became
apparent, and the firm has quality controls in place that
provide reasonable assurance that the firm and its employ
ees maintain their independence.
• Proxy disclosure requirement—The proposal would require
registrants to disclose in their annual proxy statements infor
mation relating to services and fees provided by the auditor.
Help Desk—The above represents a summary of signifi
cant issues addressed by the proposal. The full text of the
proposed rule change can be obtained from the SEC’s
Web site at www.sec.gov/news/audind2.htm.
In addition to the SEC’s independence initiatives, the SEC Prac
tice Section of the AICPA revised its membership rules to focus on
quality control issues related to independence matters. The new
rules requires member firms of the SEC Practice Section to—
• Establish independence policies.
• Make its independence policies available to each professional.
• Provide independence training to professionals at the time
of employment and periodically thereafter.
• Maintain a database to include all restricted entities.
• Designate a partner responsible for overseeing the firm’s in
dependence matters and establish procedures to follow up
on violations.
• Require that the “Restricted Entity List” be reviewed by
each professional prior to the individual acquiring any se
curity, obtaining a loan, opening or modifying a brokerage
account, or entering into business relationships.
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• Require each professional to sign an independence confirma
tion near the time of employment and annually thereafter.
• Require each professional to report apparent violations and
the related corrective action to be taken.
Only firms that are members of the SEC Practice Section need to
comply with these rules; however, other firms may find the rec
ommendations to be useful in promoting an awareness of and ap
preciation for the independence rules and in establishing policies
to help ensure the independence of its professionals.
Executive Summary— Audit issues and Developments

• The tight labor market and difficulty in scheduling overextended
subcontractors may result in the contractor's failure to complete jobs
on time.
• Unexpected variations in the price of key construction materials to
gether with escalating labor costs may increase the risks of misstated
estimated costs to complete.
• Continued growth and a shortage of qualified personnel may result in
increased control risk resulting from either or both of the following.
— Existing systems are no longer adequate to meet the increase in
construction activity.
- New or inexperienced personnel are ill-equipped to execute
stated procedures.
• Standard setters have targeted auditor independence as an area of in
creased scrutiny. Auditors of construction contractors should be espe
cially mindful of the independence rules related to nonaudit services.
Matters of Continuing Audit Importance
Auditing and Accounting for Contract-Related Balances
What are the most common deficiencies related to audits of contractors
that have been noted in the peer review process?

The most common deficiencies noted in the peer review process
all relate to the recognition, measurement, and disclosure of
contract-related accounts, including the following:
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• Use of improper revenue recognition methods
• Improper presentation and disclosure of over- and under
billings, contract costs, and estimated revenue
• Failure to adequately describe the accounting policies and
methods for revenue and construction in process
In planning and performing your audits of construction contrac
tors, you should recognize that the traditional balance-sheet ap
proach to auditing usually is not adequate when performing an
audit of a contractor. The financial statements of a contractor are
built from the financial results of individual contracts. The most
effective audit approach is one in which you focus on the terms,
financial estimates, and results of individual contracts, rather
than the contract-related balance-sheet accounts for the company
as a whole.
The authoritative guidance on auditing contractors is contained
in the AICPA Audit and Accounting Guide Audits o f Construction
Contractors. Included in this Audit and Accounting Guide (the
Guide) is a copy of SOP 81-1, Accounting for Performance o f
Construction-Type and Certain Production-Type Contracts. You
should make sure that your audit approach and procedures follow
the guidance described in the Guide and that the client's financial
statements conform to the guidance contained in SOP 81-1. In
particular, you should determine that the financial statements
properly reflect the requirements for revenue recognition as de
scribed in the section entitled “Revenue Recognition” in this
Audit Risk Alert. You should also determine that the financial
statements properly reflect the following.
• Presentation o f contract information. Although not required
by SOP 81-1, it is customary for a contractor’s financial
statements to include, as supplementary information, a
schedule of completed and uncompleted contracts. This
schedule provides the contract amount, cost, billing, and
estimated revenue details for individual contracts, and the
totals from this schedule should agree to the amounts pre
sented in the financial statements.
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• Under- and over-billing. The accounts “costs and esti
mated earnings in excess of billings” (under-billings) and
“billings in excess of costs and estimated earnings” (over
billings) must be presented separately on the balance sheet.
These amounts may not be netted.
Auditing Estimated Costs to Complete
What are the most effective techniques for gathering audit evidence to
support estimated costs to complete?

To apply the percentage-of-completion method, the contractor
must estimate the costs remaining to complete the project for all
jobs that are still in process at the balance-sheet date. Depending on
the size of the contract and its percentage complete, this estimate
may have a material impact on the contractor's financial statements.
The contractor is responsible for preparing the estimate of costs
to complete. You are not responsible for making this estimate but
only for determining that the client's estimate is supported ade
quately. To make this determination, you may use one or a com
bination of the following approaches.
• Review post-balance-sheet information. In most instances,
the contractor will continue to work and accumulate costs
on in-process jobs after the balance-sheet date. You should
review these post-balance-sheet costs to determine whether
they corroborate or conflict with the estimated costs to
complete reported in the financial statements. As a practi
cal matter, it is normal for a contractor’s financial state
ments to include estimates of cost to complete based on
the most current information available at the time the
statements are prepared, not amounts applicable or avail
able at the balance-sheet date.
• Assess the client’sprocessfor preparing the estimate. SAS No. 57,
Auditing Accounting Estimates (AICPA, Professional Stan
dards, vol. 1, AU sec. 342), provides guidance on auditing
estimates such as those relating to a contractor’s costs to
complete. Included in this guidance is the principle that a
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reliable estimation process based on supportable assump
tions will produce reasonable estimates. You can obtain
substantial audit evidence about the estimated costs to
complete by assessing the client’s estimation process in
cluding the underlying assumptions.
• Perform substantive tests. Some of the information con
tained in a client’s estimate may be easy to corroborate; for
example, wage rates or material prices. In other circum
stances, analytical procedures may be helpful in reducing
detection risk to an acceptable level, for example, if the
contract in process is similar to other contracts that have
been successfully completed by the contractor. See SAS
No. 56, Analytical Procedures (AICPA, Professional Stan
dards, vol. 1, sec. 329), and AICPA Accounting Practice
Release, Analytical Procedures (Product No. 012069kk).
Help Desk—Marshall and Swift is a consulting firm that
provides comprehensive cost data for the construction in
dustry. Included on their Web site is a cost estimator soft
ware program that allows the user to estimate the cost of a
construction project based on current costs in the users’
geographic area. You may find these estimates helpful in
performing analytical procedures on client estimates.
Users are charged $10 for each estimate prepared. You can
access the cost estimator at www.construction.com.
Auditing Accounting Estimates and Other Soft Information
(Product No. 0010010kk), published by the AICPA, pro
vides nonauthoritative guidance on auditing accounting
estimates such as a contractor's cost to complete. This
book can be ordered by calling the AICPA Order De
partment at (888) 777-7077.
Client Fraud
What can I do to make sure I detect material misstatements caused by
fraud?

SAS No. 82, Consideration o f Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol.l AU sec. 316), pro
vides the primary guidance on your responsibilities for detecting
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fraud-related misstatements when performing a financial state
ment audit. In general, SAS No. 82—
• Describes two kinds of misstatements that are relevant to
your consideration in a financial statement audit as mis
statements arising from: (1) fraudulent financial reporting
and (2) misappropriation of assets.
• Requires you to specifically assess the risk of material mis
statement arising from fraud on every audit and provides
categories of fraud risk factors that you should consider in
making that assessment. The Statement provides examples
of fraud risk factors (in the subsequent list herein) that,
when present, might indicate the presence of fraud.
• Provides guidance on how you should respond to the re
sults of the assessment.
• Provides guidance on the evaluation of audit risk results as
they relate to the risk of material misstatements arising
from fraud.
• Describes related documentation requirements.
• Provides guidance regarding your communication about
fraud to management, the audit committee, and others.
Examples of fraud risk factors that may exist in construction con
tractors include the following:
• Fraudulent financial reporting, including the following:
— A willingness to shift costs between completed and un
completed contracts or to use other techniques to ma
nipulate percentage-of-completion estimates
— Excessive under- or over-billings on individual jobs
— Undue pressure to obtain additional bonding capacity
— A high number of contract performance problems
— A significant portion of employees’ or owner's compen
sation represented by bonuses, the value of which is
contingent on the contractor achieving unduly aggres
sive financial targets
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• Misappropriation of assets, including the following:
— Tools, equipment, and supplies that are susceptible to
misappropriation
— Lack of management review and control over disburse
ments such as payroll or materials purchases that can be
used to misappropriate cash
SAS No. 82 was issued several years ago, but discussions about
the auditor’s responsibilities for detecting fraud continue to oc
cupy standards-setting bodies. Recently, the Auditing Standards
Board (ASB) commissioned a research report on fraud-related
SEC enforcement sanctions. The report covered a ten-year period
and it provides valuable insight into potential audit pitfalls.
The general Audit Risk Alert—2000/01 provides a more detailed
discussion of the report. The following key findings of the project
are limited to those items that are most likely to be relevant to au
ditors of construction contractors.
• Smaller entities are vulnerable. In spite of recent consolida
tion, the construction industry remains characterized by a
large number of small entities. Auditors of contractors
should note that the SEC fraud-related enforcement ac
tions tended to be against small companies, with assets av
eraging only $62 million. The report suggests that the
incidence of fraud at smaller entities may be attributable to
the potential lack of basic internal controls and the vulner
ability of smaller entities to domination by one individual.
• Watch for fraudulentfinancial reporting. Most of the frauds
involved in the study were related to fraudulent financial
reporting. The methods used to perpetrate the fraud typi
cally involved the overstatement of assets or improper rev
enue recognition.
• Be alert for financial stress and new audit relationships. The
risks of fraud seem to rise when the entity is facing financial
stress or the audit relationship is new. In light of this find
ing, the study recommends that you be especially vigilant in
planning and performing the first few audits, including
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rigorous communications with predecessor auditors about
management integrity and control environment issues.
• Avoid audit pitfalls. Among the alleged audit problems
noted by the SEC are the following:
— Failure to gather sufficient evidential matter
— Failure to exercise due professional care
— Lack of sufficient professional skepticism
— Failure to properly interpret or apply GAAP
— Overreliance on inquiry as a form of evidence
— Failure to properly design audit programs and plan the
engagement
— Lack of independence
— Failure to properly supervise and review the engagement
— Inadequate or inconsistent working papers
Help Desk—The complete report, Fraud-Related SEC
Enforcement Sanctions Against Auditors: 1987—1997
(Product No. 990040kk), can be obtained by calling the
AICPA Order Department at (888) 777-7077.
Executive Summary— Matters of Continuing Audit Importance

• Peer reviews indicate that an inordinate number of contractor finan
cial statements contain recognition, measurement, and disclosure
deficiencies related to contract matters. You must be thoroughly fa
miliar with the guidance contained in the Audit and Accounting
Guide Construction Contractors, as well as in SOP 81-1, to be sure
that contractor audits are conducted in accordance with GAAS and
the financial statements are prepared in accordance with generally
accepted accounting principles (GAAP).
• Estimated costs to complete may have a significant impact on the
contractor's financial statements. You will have to assess the risk of
material misstatement associated with this estimate and may use a
variety of audit tests to reduce this risk to an acceptable level.
• Fraud and the auditor’s responsibilities for detecting it continues to
be a topic of much discussion.
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• SAS No. 82 continues to be the primary guidance on the auditor's
responsibilities for detecting fraud in a financial statement audit.
• However, a research report commissioned by the ASB provides valu
able insight on the characteristics of client fraud and the possible audit
failures that allowed the related misstatements from being detected.
Beyond the Audit
What relevant assurance services can I offer my clients that extend
beyond the audit?

Practitioners now have an opportunity to broaden their tradi
tional service offerings by considering an emerging practice area
called assurance services. The AICPA, in conjunction with the
Canadian Institute of Chartered Accountants (CICA), has devel
oped WebTrustSM and SysTrustSM assurance services. Assurance
service engagements allow practitioners to build on their reputa
tion for independence, objectivity, and integrity to provide assur
ance that an entity is complying with an established set of
principles and criteria.
WebTrustSMAssurance Service

The topic of privacy and security on the Internet is often in the
news these days. The benefits of worldwide commerce at the click
of a mouse are sometimes offset by the lack of security and pri
vacy that users might experience when using this worldwide mar
ketplace. We read again and again about everything from Internet
businesses selling or sharing private customer information to con
sumer fraud. Internet users and the businesses that service them
have a right to be very concerned about the integrity of the busi
nesses with which they’re dealing on the Internet.
Concerns about such Internet issues as security and privacy, among
others, are growing, especially as the amount of electronic business
(e-business) conducted continues to develop at such a rapid pace.
There is a service that you can offer your clients who conduct or
participate in e-commerce on the Web that can help allay their
fears and those of their customers regarding some of their concerns.
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Practitioners of WebTrust engagements provide assurance that a
business entity conducting e-commerce is in compliance with
stated principles and criteria the entity selects. Clients and their
CPA make a selection of the principles that are most relevant to
their businesses. Entities may choose from among the following
principles: business practices, security, privacy, confidentiality,
nonrepudiation, or availability. The CPA, who must follow cer
tain engagement requirements in addition to professional stan
dards, then conducts the WebTrust engagement and issues a
report and certification that the site is in compliance with the se
lected stated principles and criteria.
In addition to WebTrust certification for consumers conducting
e-business, the AICPA/CICA most recently developed the Web
Trust On-Line Privacy Program. The most recent program was de
veloped to allay consumer fears and provide companies with a way
to differentiate themselves and lower risk. The privacy program—
• Is based on the first and most comprehensive standards for
conducting online commerce, including protecting per
sonally identifiable information.
• Encompasses all key facets of online privacy.
• Complies with significant U.S. and international privacy
guidelines, regulations, and recommendations.
Other WebTrust programs also include WebTrust principles and
criteria for Internet service providers in electronic commerce and
WebTrust principles and criteria for certification authorities (who
verify the link between the party conducting an e-business trans
action and that party’s identification means). The AICPA/CICA
also anticipates releasing principles and criteria that relate to
business-to-business transactions in the near future.
SysTrustSM

The SysTrustSM assurance engagement provides you with the op
portunity to offer your clients a valuable service that goes well be
yond the work conducted in the traditional audit. If a client
requires an evaluation of the effectiveness of controls enabling its
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information systems to function reliably, a SysTrust engagement
can provide the answer. In a SysTrust engagement, the CPA evalu
ates a system against relevant and reliable SysTrust principles and
criteria and determines whether controls over the system exist.
The principles and criteria include (1) four broad principles iden
tifying parameters and attributes of a reliable system and (2) cri
teria underlying the principles that establish the specific control
objectives a system must meet to be considered reliable. The prin
ciples address the concerns of availability, security, integrity, and
maintainability. Then, the CPA tests the system to determine
whether the controls were operating effectively during a specified
period and issues a report attesting to the effectiveness of controls
over the availability, security, integrity, and maintainability. If a
client is concerned only about the effectiveness of the controls
over one principle, such as availability, the CPA can issue a report
on one principle or a combination of principles.
Help Desk—For more information on the assurance services,
visit the Web site for WebTrust at http://www.aicpa.org and
the Web site for SysTrust at http://www.aicpa.org/assurance/
systrust/index.htm.
New Accounting and Auditing Pronouncements
What new accounting and auditing pronouncements were issued this year?

Accounting

The following table summarizes the FASB Statements of Ac
counting Standards and Interpretations, and Accounting Stan
dards Executive Committee (AcSEC) Statements of Position
issued during the past year.
You should consult the general Audit Risk Alert—2000/01 for a more
detailed discussion of all new standards not discussed in this Audit
Risk Alert. The general Audit Risk Alert—2000/01 also describes
recently issued Independence Standards, Auditing Interpretations,
and Emerging Issues Task Force (EITF) Consensus Positions.
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FASB Pronouncements

Statement No. 140
Statement No. 139
Statement No. 138
Interpretation No. 44

Accountingfor Transfers and Servicing ofFinancial
Assets and Extinguishments ofLiabilities
Rescission ofFASB Statement No. 53 and Amendments
to FASB Statements No. 63, 89, and 121
Accountingfor Certain Derivative Instruments and
Certain HedgingActivities
Accountingfor Certain Transactions Involving Stock
Compensation

AcSEC Statements of Position
Auditing Health Care Third-Party Revenue and Related
SOP 00-1
Receivables
SOP 00-2
Accounting by Producers or Distributors ofFilms
Additionally, during 2000 the EITF reached a consensus on Issue
No. 00-1, “Balance Sheet and Income Statement Display under
the Equity Method for Investments in Certain Partnerships and
Other Unincorporated Noncontrolled Ventures.” That issue ad
dressed whether there are circumstances in which an investment
in a partnership or other joint venture is so similar to an invest
ment in an undivided interest in the underlying net assets (that is,
a synthetic undivided interest) that pro rata consolidation is per
mitted or required. In general, the consensus clarifies that pro
rata consolidation is prohibited unless certain specific conditions
have been met.
Auditing

In last year's Audit Risk Alert, we indicated that issues related to fi
nancial statement materiality were receiving increased scrutiny
from standards-setting bodies. In particular, the SEC expressed
concern that a number of entities were misapplying the concept of
materiality in the application of accounting principles in order to
manage their earnings. For example, an entity might record ac
counting entries that contained intentional errors of amounts that
fall below specified materiality ceilings and then justify the prac
tice by arguing that the effect on earnings was too small to matter.
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SAS No. 89, Audit Adjustments (AICPA, Professional Standards,
vol. 1, AU secs. 310, 333, and 380), was issued in response to is
sues relating to the misuse of materiality. The SAS encourages
client management to record adjustments aggregated by the audi
tor and requires you to—
• Add an item to your engagement letter that indicates that
management is responsible for (1) adjusting the financial
statements to correct material misstatements and (2) af
firming to the auditor in its representation letter that the
effects of any uncorrected misstatements are immaterial.
• Obtain written representation from management that it
believes the uncorrected misstatements are immaterial.
• Inform the audit committee about uncorrected misstatements.
The following table summarizes the three new auditing standards
issued during the past year. You should consult the general Audit
Risk Alert—2000/01 for a more detailed discussion of all new
standards not discussed in this Audit Risk Alert.
Statements on Auditing Standards
Omnibus Statement on Auditing Standards—2000
SAS No. 93
SAS No. 92, Auditing Derivative Instruments, Hedging
SAS No. 92
Activities, and Investments in Securities (AICPA,
Professional Standards, vol. 1, AU sec. 391)
SAS No. 91, Federal GAAP Hierarchy (AICPA,
SAS No. 91
Professional Standards, vol. 1, AU sec. 411)
SAS No. 90, Audit Committee Communications
SAS No. 90
(AICPA, Professional Standards, vol. 1, AU secs. 380
and 722)
SAS No. 89, Audit Adjustments (AICPA, Professional
SAS No. 89
Standards, vol. 1, AU secs. 310, 333, and 380)
SAS No. 88, Service Organizations and Reporting on
SAS No. 88
Consistency (AICPA, Professional Standards, vol. 1,
AU secs. 324 and 420)
Statements on Standardsfor Attestation Engagements
Attestation Standards: Revision and Recodification
SSAENo. 10
(available January 2000)
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On the Horizon
What exposure drafts are currently outstanding?

Practitioners should note that the purpose of exposure drafts is to
solicit comments from preparers, auditors, users of financial
statements, and other interested parties. They are nonauthorita 
tive and cannot be used as a basis for changing GAAS or GAAP.
The following is a listing of some of the more significant exposure
drafts outstanding at the time this Alert was written. Please note
that AICPA standard-setting committees are now publishing ex
posure drafts of proposed professional standards exclusively on
the AICPA’s Web site.
ASB Exposure Draft

Issued in October 2000, the proposed SAS amends SAS No. 55,
Consideration o f Internal Control in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 319), as
amended by SAS No. 78, Consideration o f Internal Control in a
Financial Statement Audit: An Amendment to Statement on Au
diting Standards No. 55 (AICPA, Professional Standards, vol. 1,
AU sec. 319) to provide guidance to auditors about the effect of
information technology (IT) on internal control, and on the
auditor’s understanding of internal control and assessment of
control risk. The ASB believes the guidance is needed because
entities of all sizes increasingly are using IT in ways that affect
their internal control and the auditor’s consideration of internal
control in a financial statement audit. Consequently, in some
circumstances, auditors may need to perform tests of controls to
perform effective audits.
This proposed SAS amends SAS No. 55, as amended by SAS No.
78, to—
1. Incorporate and expand on the concept from SAS No. 80,
Amendment to Statement on Auditing Standards No. 3 1,
Evidential Matter (AICPA, Professional Standards, vol. 1,
AU sec. 326.14), that in circumstances where a significant
amount of information supporting one or more financial
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statement assertions is electronically initiated, recorded,
processed, and reported, the auditor may determine that it
is not practical or possible to restrict detection risk to an
acceptable level by performing only substantive tests for
one or more financial statement assertions. In such cir
cumstances, the auditor should obtain evidential matter
about the effectiveness of both the design and operation of
controls to reduce the assessed level of control risk.
2. Describe how IT may affect internal control, evidential
matter, and the auditor’s understanding of internal control
and assessment of control risk.
3. Describe both benefits and risks of IT to internal control,
and how IT affects the components of internal control,
particularly the control activities and information and
communication components.
4. Provide guidance to help auditors determine whether spe
cialized skills are needed to consider the effect of computer
processing on the audit, to understand the controls, or to
design and perform audit procedures.
5. Clarify that in obtaining an understanding of the entity’s
financial reporting process, the auditor should understand
how both standard, recurring entries and nonstandard,
nonrecurring entries are initiated and recorded, and the
auditor should also understand the controls that have been
placed in operation to ensure that such entries are autho
rized, complete, and correctly recorded.
6. Update terminology and references to IT systems and controls.
The proposed SAS does not—
1. Eliminate the alternative of assessing control risk at the
maximum level and performing a substantive audit, if that
is an effective approach.
2. Change the requirement to perform substantive tests for
significant account balances and transaction classes.
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Help Desk—See the ASB Exposure Drafts Web site at
www.aicpa.org/members/div/auditstd/drafts.htm for
information on the status of these and other exposure
drafts issued by the ASB. Note that the AICPA’s stan
dard-setting committees are now publishing exposure
drafts of proposed professional standards exclusively on
the AICPA Web site. The AICPA will notify interested
parties by e-mail about new exposure drafts. To have
your email address put on the notification list for all
AICPA exposure drafts, send your e-mail address to
memsat@aicpa.org. Indicate “exposure draft email list”
in the subject header field to help process the submis
sions more efficiently. Include your full name, mailing
address and, if known, your membership and subscriber
number in the message.
AcSEC Exposure Drafts

Following are recent AcSEC exposure drafts.
• Proposed Statement of Position— Accounting for Discounts
Related to Credit Quality (The final SOP is expected to be
titled “Accounting for Certain Purchased Loans”); Decem
ber 30, 1998
• Proposed Statement of Position— Amendment to Scope o f
Statement o f Position 95-2, Financial Reporting by N on
public Investment Partnerships, to Include Commodity
Pools; August 15, 2000
• Proposed Statement of Position—Accounting by Certain
Financial Institutions and Entities That Lend to or Finance
the Activities o f Others; May 30, 2000
• Proposed Statement of Position— Accounting by Insurance
Enterprises for Demutualizations and Formations o f Mutual
Insurance Holding Companies and for Certain Long-Duration
Participating Contracts; April 3, 2000
• Proposed Statement of Position—Accounting for and Re
porting o f Certain Health and Welfare Benefit Plan Transac
tions; March 22, 2000
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Help Desk—See the AcSEC Exposure Drafts Web site at
www.aicpa.org/members/div/acctstd/edo/index.htm for
information on the status of these and other exposure
drafts issued by AcSEC.
Professional Ethics Executive Committee Exposure Draft

On April 15, 2000, the Professional Ethics Division issued an ex
posure draft, Omnibus Proposal o f Professional Ethics Division In
terpretations and Rulings, containing proposed revisions to four
ethics pronouncements:
1. Interpretation No. 101-11, “Independence and the Perfor
mance of Professional Services Under the Statements on
Standards for Attestation Engagements and Statement on
Auditing Standards No. 75, Engagements to Apply AgreedUpon Procedures to Specified Elements, Accounts, or Items o f
a Financial Statement of ET section 101 (AICPA, Profes
sional Standards, vol. 2, ET sec. 101.13).
2. Ruling 100 under rule 101: Actions Permitted When Inde
pendence Is Impaired
3. Ruling 108 under rule 101: Participation o f Member, Spouse
or Dependent in Retirement, Savings, or Similar Plan Spon
sored by, or That Invest in, Client1
4. Interpretation No. 501-5, “Failure to Follow Requirements o f
Government Bodies, Commissions, or Other Regulatory Agen
cies in Performing Attest or Similar Services,” of ET section
501 (AICPA, Professional Standards, vol. 2, ET sec. 501.06)2
Help Desk—See the AICPA Professional Ethics section of
the AICPA Web site, www.aicpa.org/members/div/ethics/
index.htm for information on the status of these and other
exposure drafts, along with other ethics-related matters.

1. Adopted in October 2000. See the “AICPA Professional Ethics Rulings and Inter
pretations” subsection of this Alert.
2. See footnote 1.
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FASB Exposure Drafts

Following are recent exposure drafts issued by the FASB.
• Proposed Statement of Financial Accounting Standards—
Accountingfor the Impairment or Disposal o f Long-Lived As
sets and for Obligations Associated with Disposal Activities;
July 12, 2000
• Proposed Statement of Financial Accounting Standards—
Accounting for Obligations Associated with the Retirement o f
Long-Lived Assets; February 17, 2000
• Proposed Statement of Financial Accounting Standards—
Business Combinations and Intangible Assets; September 7,
1999
• Proposed Statement of Financial Accounting Standards—
Consolidated Financial Statements: Purpose and Policy;
February 23, 1999
Help Desk—See the FASB Web site www.rutgers.edu/
Accounting/raw/fasb/draft/draftpg.html for information
on the status of these and other exposure drafts issued by
the FASB.
Resource Central
On the Bookshelf
What other AICPA publications may be of value to my practice?

We include here some of the numerous AICPA publications that
might be of interest to you.
AICPA Audit and Accounting Guides

Audit and Accounting Guides summarize the practices applicable
to specific industries and describe relevant matters, conditions, and
procedures unique to these industries. The accounting guidance in
cluded in AICPA Audit and Accounting Guides is in the GAAP hi
erarchy as authoritative GAAP. As an auditor of a construction
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company you might find Construction Contractors 2000 Guide
(Product No. 012097kk) to be useful to your practice.
The following general Audit Guides also may be of interest to
CPAs performing audit and attest engagements of construction
contractors (product numbers are shown in parentheses):
• Consideration o f Internal Control in a Financial Statement
Audit 1997— (012451kk)
• Personal Financial Statements 1999— (011136kk)
• Prospective Financial Information 1999— (011179kk)
• Use o f Real Estate Appraisal Information 1997— (013159kk)
• NEW GUIDE! Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities— Practical Guidance
for Applying SAS No. 92 (012520kk)
AICPA Industry Audit Risk Alerts

The annual industry Audit Risk Alert series provides informa
tion about current economic, regulatory, and professional devel
opments in specified industries and practice areas. They assist
CPAs in planning and performing audit engagements. The
2000/01 Audit Risk Alerts are available from the AICPA for the
following industries:
• The ABCs o f Independence (022271kk). This is a mustread basic primer on the fundamentals of independence.
W hether you’re unfamiliar with the standards or need a
user-friendly refresher course, this Alert is for you.
• SEC Alert (022272kk). This Alert provides valuable in
sights into staff perspectives on numerous accounting and
auditing issues. The Alert also includes updates on recent
SEC activities.
• E-Business Industry Developments (022273kk). The e-world
awaits. Are you ready? Find out what’s happening in the
realm of e-business and how it will affect your audits in
this new Alert.
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• Practical Guidancefor Implementing SSARS No. 8 (022274kk).
This new Alert is filled with practical guidance to help you
understand and apply the new amendments to SSARS No. 1.
Other Accounting and Auditing Team Publications

Audit and Accounting Manual—(007258kk). The manual is a
valuable nonauthoritative practice tool designed to provide assis
tance for audit, review, and compilation engagements. It con
tains numerous practice aids, samples, and illustrations—
including audit programs; sample opinions; checklists; and sam
ple engagement, management representation, and confirmation
letters. Also included is a special section for state and local gov
ernmental engagements.
AICPA Practice Aid Series. The publications that constitute the
AICPA Practice Aid Series have been designed to address a broad
range of topics that affect today's CPA. From enhancing the effi
ciency of your practice to developing the new skill sets required
for a successful transition to meet the challenges of the new mil
lennium, this series provides practical guidance and information
to assist in making sense out of a changing and complex business
environment. The series includes the following:
• Preparing and Reporting on Cash- and Tax-Basis Financial
Statements— (006701kk)
• Considering Fraud in a Financial Statement Audit: Practical
Guidance for Applying SAS No. 82— (008883kk)
• Auditing Estimates and Other Soft Accounting Information—
(010010kk)
• Make Audits Pay— Leveraging the Audit into Consulting
Services— (006704kk)
• NEW! CPA WebTrustPractitioners Guide— (006604kk)
• NEW! CPA Performance View Services— (00606kk)
Assurance Services Alerts. The newly introduced Assurance Ser
vices Alert series provides practitioners with information about
the emerging practice areas of CPA ElderCare services, CPA
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WebTrust, and CPA SysTrust. Assurance Services Alerts provide
both an introduction to those who are unfamiliar with assurance
services and an update of important new developments for those
who have expanded their practice to include these assurance ser
vices. The 2000 Assurance Services Alerts are available from the
AICPA for the following services:
• CPA WebTrust—2000— (022249kk)
• CPA ElderCare Services—2000— (022248kk)
• CPA SysTrust—2000— (022253kk)
Financial Statement Preparation Manual/Disclosure Checklists—
(G01027kk). This manual is a loose-leaf service consisting of
nineteen industry-specific disclosure checklists and includes sam
ple financial statements. It is updated annually to reflect the is
suance of new authoritative guidance. Most of the checklists are
also available in individual paperback versions.
Accounting Trends and Techniques— 2000— (009892kk). This
publication offers highlights of the latest trends in corporate fi
nancial statements presented for practitioners in industry and
public practice. The publication, which is based on a survey of
over 600 public companies, illustrates accounting practices and
trends, including presentations and disclosures.
Auditing Practice Releases

Auditing Practice Releases provide auditors of financial state
ments with practical guidance on specific subject areas. These
nonauthoritative publications help auditors understand complex
issues encountered and suggest procedures to accomplish audit
objectives.
• Audit Implications o f Electronic Data Interchange—
(021060kk)
• The Information Technology Age: Evidential Matter in the
Electronic Environment—(021068kk)
• Confirmation o f Accounts Receivable— (021064kk)
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• Audit Implications o f Electronic Document Management
(021066kk)
• Service Organizations: Applying SAS No. 70— (021056kk)
• Analytical Procedures— (021069kk)
• Auditing in Common Computer Environments— (021059kk)
• Auditing with Computers— (021057kk)
• Consideration o f the Internal Control Structure in a Com
puter Environment: A Case Study— (021055kk)
AICPA— At Your Service
How can I order AICPA products? What other AICPA services may be of
interest to me?

Order Department (Member Satisfaction)

To order AICPA products, call (888) 777-7077; write AICPA
Order Department, CLA10, P.O. Box 2209, Jersey City, NJ
07303-2209; fax (800) 362-5066. For best results, call Monday
through Friday between 8:30 A.M. and 7:30 P.M. EST. Obtain
ing product information and placing online orders can be done at
the AICPA’s Web site, www.aicpa.org.
Construction Industry CPE

• Self Study— Construction Contractors, Accounting, Auditing
and Tax, by Michael Ramos— (736421kk)
• Group Study— Construction Contractors, Accounting, Audit
ing and Tax, by Michael Ramos (Check with your state so
ciety for further information about this course.)
• Conferences—AICPA Construction Industry Conference,
held annually in early December. For further information,
visit the AICPA Web site. (Contact information appears in
appendix A, “The Internet—An Auditors Research Tool,”
of this Audit Risk Alert.)
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Accounting and Auditing Technical Hotline

The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser
vices. Call (888) 777-7077.
Ethics Hotline

Members of the AICPA’s Professional Ethics Team answer in
quiries concerning independence and other behavioral issues re
lated to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
World Wide Web Site

The AICPA has a home page on the World Wide Web. AICPA
Online, the Web site (www.aicpa.org), offers CPAs the unique
opportunity to stay abreast of developments in accounting and
auditing, including exposure drafts. The Web site includes In Our
Opinion, the newsletter of the AICPA Audit and Attest Standards
Team. The newsletter provides valuable and timely information
on technical activities and developments in auditing and attesta
tion standard setting.
New! Online CPE Offer!

The AICPA has launched a new online learning library, AICPA
InfoBytes. An annual fee ($95 for members and $295 for non
members) will offer unlimited access to over one thousand hours
of online CPE in one- and two-hour segments. Register today as
our guest at www.infobytes.aicpaservices.org.
The AICPA is currently offering a new CD-ROM product, enti
tled reSource: AICPA’s Accounting and Auditing Literature. This
CD-ROM enables subscription access to the following AICPA
Professional Literature products in a Windows format: Profes
sional Standards, Technical Practice Aids, and Audit and Accounting
Guides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
dynamic product allows you to purchase the specific titles you
need, and includes hypertext links to references w ithin and
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between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.
Practitioners Publishing Company (PPC) and the AICPA are cur
rently offering publications issued by PPC, the AICPA, and the
FASB on one CD-ROM disk, titled The Practitioners Library—
Accounting and Auditing. The FASB publications include Origi
nal Pronouncements, Current Text, Emerging Issues Task Force Ab
stracts, and FASB Implementation Guides', and the AICPA
publications include Professional Standards, Technical Practice
Aids, Audit and Accounting Guides, and Peer Review Program
Manual. The disk also contains eighteen PPC engagement manu
als. The disk may be customized so that purchasers pay for and
receive only selected segments of the material. For more informa
tion about this product call (800) 323-8724.
This Audit Risk Alert replaces Construction Contractors Industry
Developments— 1999/2000.
The Audit Risk Alert Construction Contractors Industry Develop
ments is published annually. As you encounter audit or industry
issues that you believe warrant discussion in next year’s Audit
Risk Alert, please feel free to share those with us. Any other com
ments that you have about this Audit Risk Alert would also be
greatly appreciated. You may send these comments to:
Yelena Mishkevich
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Or email to YMishkevich@aicpa.org
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APPENDIX A

The Internet— An Auditor’s Research Tool
The Internet contains a vast amount of information that may be
valuable to auditors of construction contractors, including the
following:
• Market segment performance, forecasts, and analyses
• Discussions of current industry trends
• Cost studies
• Articles and press releases relating to current industry items
of interest
• Links to other construction Internet sites
The general Audit Risk Alert—2000/01 contains a list of general
auditing and accounting sites. Auditors with clients in the con
struction industry also may want to consider the following.
Organization
Building Owners and
Managers Association
Construction Cost Estimator
Engineering News-Record
F.W.Dodge
Marshall & Swift
Society of Industrial and
Office Realtors
Construction Financial
Managers Association

Internet Address
www.boma.org
www.construction.com
www.enr.com
www.mag.fwdodge.com
www.marshallswift.com
www.sior.com
www.cfma.org
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APPENDIX B

Listing o f Construction Cost Indexes
The construction industry publishes a great deal of information
about the cost of materials and labor. You may find this informa
tion extremely valuable, for example, to—
• Perform analytical procedures related to job cost or
profitability.
• Test the client's estimated costs to complete.
• Identify unusual financial statement relationships or other
anomalies that require further audit attention.
The following is a list of entities that publish the more popular
construction cost indexes, some of which may be available on
line. This list originally appeared in the May 27, 2000, issue of
the Engineering News Record. For a more detailed discussion of
these indexes, please refer to the originally published article.
• The Austin Co., Cleveland
• E.H. Boeckh Co., Milwaukee
• Bureau of Reclamation, Denver
• Chemical Engineering magazine
• Factory Mutual Engineering, Norwood, Massachusetts
• Fru-Con Corp., Ballwin, Missouri
• Handy Whitman, Baltimore
• Marshall and Swift, Los Angeles
• R.S. Means Co., Inc., Koingston, Massachusetts
• Nelson-Farrar Refinery Cost Index, Tulsa, Oklahoma
• Smith, Hinchman & Grylls Inc., Detroit
• Turner Construction Co., Inc., New York
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